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KEEPING IT ALL IN THE FAMILY:
USE OF FAMILY PARNERSHIPS AND
SECTION 704(b)(2) SPECIAL ALLOCATIONS TO
CONTROL ESTATE TAX VALUATION*
STEPHEN MASSEY**
BRIAN MCKENNA O'CONNELLO

A direct effect of the inflationary United States economy, is that intra-family
transfers of appreciating assets such as real property have become more costly
in terms of estate and gift tax liability. Accordingly, devices to fix the value of

property at some date prior to death, 2 have become popular tax planning techniques. Value freezing for estate tax purposes can be especially important for
maintaining estate liquidity. Rapidly appreciating real property may not produce sufficient income to pay the higher estate tax resulting from the increased
value of the property.
In an estate planning context, the opportunity to shift the appreciation in
value of property to parties other than the original owner may be only one of
a number of goals sought by the client. 3 The practitioner, therefore, must utilize
a technique which best satisfies the client's overall interests. 4 The use of a tax*The authors wish to acknowledge the contributions of Martin Kalb, member of the law
firm of Greenberg, Traurig, Hoffman, Lipoff, Quentel & Wolff, PA., Miami, Florida.
**B.A., 1975, Duke University; J.D., 1978, LL.M. (Taxation), 1979, University of Florida.
Member of the Florida Bar.
***B.S., 1976, Florida State University; J.D., 1979, LL.M. (Taxation), 1980, University of
Florida. Member of the Florida Bar.
1. The effect of inflation upon real property can be illustrated by the following example.
Assume that a building was purchased in 1970 for $500,000, according to government statistics
the same building will have "inflated" in value to $993,750 by 1978. U.S. DEP'T or CoMmEmcE,
STAT
cAL ABsTRAcr OF THE UNrrED STATES 476 (1978).
2. See Cooper, A Voluntary Tax? New Perspectiveson SophisticatedEstate Tax Avoidance,
77 CoLUm. L. Rav. 161, 182-87 (1977).
3. Typical estate planning goals by a client would include: (1) limiting estate and gift
tax liability; (2) maintaining control of fundamental assets, but in a disposable form; (3)
providing for equality of treatment among beneficiaries.
4. In selecting any estate planning techniques, a two step analysis should be performed.
First, the non-tax considerations for selecting a vehicle for estate planning should be recognized. Second, the tax effects of the use of a particular method should be examined. See, e.g.,
I W. McKEE, W. NELSON & R. WHrTMIRE, FEDERAL TAxATION OF PARTNERSHIP AND PARTNERS
I 2.02, .04 (1977) (contrasting the use of a corporation).
A number of approaches are possible with respect to the asset appreciation problems. See
generally Cliff, Ancilliary Issues Involved in Freezing the Size of an Estate Through the Use
of a Personal Holding Company, 33 TAx LAw. 199 (1979) (personal holding company);

Cooper, supra note 2, at 161 (gifting program); Green & Luter, Private Annuities: An Alterna-
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free incorporation or recapitalization is a common method for holding rapidly
appreciating assets.5 By operating in the corporate form, the desired value freezing generally can be achieved through the allocation of preferred and common
stock.y The preferred stock, which entitles the holder to a fixed liquidation right
and a fixed rate of return will appreciate only slightly; however, the common
stock normally will appreciate along with the underlying corporate assets.7
A similar result can be obtained by contributing the appreciating assets to
a family partnership.8 Several benefits can be realized through the use of a
partnership freeze which cannot be obtained through corporate recapitalization. For example, using a partnership: (1) avoids the potential for double
taxation, 9 (2) enables the family to make distributions which generally will be
tax free,1o (3) eliminates the personal holding company and accumulated earnings tax problems,"l and (4) avoids some of the potential for ordinary income
classification upon the sale or redemption of the senior family member's interest, caused by sections 30612 and 341.13
There are, however, some disadvantages in using a partnership for holding
appreciating assets. Section 704(e) may require the income to be reported in
proportion to the value of the partner's partnership contributions in spite of
special allocations made under section 704(a). In addition, valuation of stock
may be easier than the valuation of a partnership interest.14 Lastly, estate tax
deferral under sections 6166 and 6166A is available for partnerships only if
the entity is engaged in a trade or business. 15
tive for Estate Planning, 46 Miss. L.J. 321 (1975) (private annuity); Wasson, Estate Planning
Benefits for Installment Obligations Increased by 1976 Reform Act, 46 J. TAX. 280 (1977) (installment sale).
5. Ehrlich, Corporate Recapitalization as an Estate Planning Business Retention Tool,
N.Y.U. 34TH INST. FED. TAX. 1661, 1662 (1976).
6. Id.
7. Walter, "Preferred Stock" and "Common Stock": The Meaning of the Terms and the
Importance of the Distinction for Tax Purposes, 5 J. CORP. TAX. 211, 224-25 (1978).
8. As discussed in this article a "family partnership" is a partnership whose partners consist of at least two generations of members of a particular family.
9. I.R.C. §701; Reg. §1.701-1. Income and losses pass through the partnership and are
taxed only at the partnership level. With a corporation, a similar pass-through is possible
only if a subchapter S election is made. However, a subchapter S corporation can only have
one class of stock. I.R.C. §1371(a)(4). All section references shall be to the Internal Revenue
Code of 1954 as amended, unless otherwise provided.
10. If cash received by a partner, however, exceeds his basis in his partnership interest, he
will recognize gain. This gain generally will be treated as capital gain. I.R.C. §731. In contrast,
in a family situation it is usually necessary for either a corporate shareholder or his estate to
satisfy the requirements of §302 in order to receive capital gain treatment in a redemption.
I.R.C. §§302(b)(3), 318.
11. I.R.C. §§531, 541. Both of these code sections impose a tax on corporations only.
12. There are, however, several exceptions to the operation of §306. See I.R.C. §306(b).
13. The effect of the corporate collapsibility statute is more severe than its partnership
counterpart. Compare I.R.C. §341 with I.R.C. §751.
14. This is true where the corporation's stock is publicly traded. See 4 J. RABKIN &
M. JOHNSON, FEDERAL INCOME, GIFT AND ESTATE TAXATION §52.11 (1980). Nevertheless, closely
held stock is subject to the same vague valuation principles as a partnership interest would be.

See Rev. Rul. 68-609, 1968-2 C.B. 327, 328.
15.

I.R.C. §§6166(b)(1)(B), 6166A(c)(2).
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On balance, the significant flexibility available in the partnership format
makes it a viable alternative which should be considered in selecting an estate
planning vehicle. This article will explore the effect of the income, estate and
gift tax provisions on the use of family partnerships to transfer rapidly appreciating property. First, the use of special allocations of items comprising
partnership income to meet this objective is considered in conjunction with the
income tax advantages which flow from the use of this technique. The problems
related to the use of the special allocations are also analyzed. Second, the more
traditional asset value freezing technique is evaluated. Third, the impact of the
gift tax at the time of the formation of the partnership is discussed. Finally,
the effect of the estate tax at the time of the death of the senior family memberpartner is examined.
To provide a consistent basis for analyzing the use of family partnerships in
estate planning, the following hypothetical facts will be used as a model for
discussion throughout this article: Assume the taxpayer's (Parent) estate consists of improved real property. The real property has an adjusted basis of
$500,000 ($100,000 allocated to land and $400,000 allocated to building), a fair
market value (FMV) of $1,200,000, and is encumbered by a mortgage with a
principal balance outstanding of $600,000. Parent is personally liable for the
indebtedness. The yearly net cash flow, after debt service, is $22,000. The property has been depreciated under the straight line method, and has a 20-year
remaining useful life. The FMV of the property can be expected to appreciate
at a rate of 10 percent annually. Parent has a remaining life expectancy of 15
years, and has one non-minor child (Child).
FORMATION AND RESTRUCrURNG OF A FAmILY PARTNERSHIP

To exploit the estate planning techniques discussed in this article, either an
existing family partnership must be restructured or a partnership must be
formed. Contributions of property to a partnership in exchange for an interest
in the partnership generally are tax free, 16 regardless of whether the contribution occurs upon the formation of the partnership or at a later date.1' However, the contribution of encumbered property may result in the forced recognition of gain by the contributing partner.1 8 In addition, if one received a
capital interest in the partnership in exchange for services to be rendered to
the partnership, he must recognize compensation income upon the receipt of
the partnership interest.1 9 In the absence of any mandatory recognition of gain
or income inclusion, the partnership takes a carryover basis in any contributed
16. I.R.C. §721.

17. Reg. §1.721-1(a).
18. Where the partnership either assumes a mortgage on contributed property or receives
the property subject to the mortgage, the assumption by the other partners of a portion of
the contributing partner's liability is considered to be a distribution of money by the partnership to the contributing partner. If the amount of this constructive distribution exceeds the
partner's basis in the partnership, gain will xesult. Reg. §1.752-1(c). See generally Note, Contributionsof Property to a Partnership:A Primerand Beyond, 33 U. FLA. L. Rxv. (1980).
19. Reg. §1.721-1(b)(I). See also Sol Diamond, 56 T.C. 530 (1971) (receipt by a partner of
an interest in the profits 6f apartnership in exchange for services may be a taxable event).'
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property and the contributing partner takes a transferred basis in his partnership interest.20
With regard to an existing partnership, other income tax consequences may
be less clear. For example, if a limited partnership is created by converting a
general partnership into a limited partnership, the exchange of a general partnership interest for a limited partnership interest may be a taxable event.21
However, changes in the partnership agreement which do not affect the status
of the partners as either general partners or limited partners should not be a
22
taxable event.
USE OF SPECIAL ALLOCATIONS TO SHIFT INCOME AND TO
REDUCE ESTATE TAx: THE CAPITAL SHIFTING TECHNIQUE

A parent who holds rapidly appreciating assets and who seeks to transfer
this property to his child can use a properly structured limited partnership to
create lifetime shifts of income and the underlying equity from parent to child.
In turn, these lifetime income allocations can further reduce the valuation of
the parent's partnership interest for estate tax purposes, effectively transferring
the balance of this interest to his child. To understand how this capital shifting technique operates, it is necessary to review some of the basic concepts involving partnership taxation.23 The partnership itself is never taxed,24 although,
income is computed and characterized at the partnership level. 25 The partnership then operates as a conduit so that the individual partners are taxed on
their respective shares of partnership income.26
A partnership generally computes its income in the same manner as an
individual. 27 A number of items, however, are separately stated on the partnership return,28 including special allocations among partners of income or deductions.29 The amount of income which is not required to be stated separately
often is referred to as residual income.30 The total of the residual income and

20. I.R.C. §§722, 723. Depreciation recapture is not recognized upon contribution but is
carried over to the partnership. Reg. §1.723-1.
21. See Estate of Rollin E. Meyer, Sr., 58 T.C. 311, 314 (1972) (exchange of general
partnership interest for limited partnership interest is not a §1031(a) like kind exchange,
which provides for nonrecognition of gain or an exchange). But see Letter Ruling 7948063
(Aug. 29, 1979). In this ruling the Service stated that conversion of a general partnership into
a limited partnership does not constitute a "sale or exchange of partnership interest" by any
of the partners. See generally Banoff, New OpportunitiesNow Exist for General and Limited
PartnershipConversions,52 J. TAx. 130 (1980).
22. Nelson, The PartnershipCapital Freeze: A Pricis, 15 REAL PROP., PROB. & TR. J. 99
(1980).
23. See generally Schechter, Sharing of PartnershipProfits and Losses; Special Allocations;
The PartnershipReturn; Partner'sBased Abroad, N.Y.U. 31ST INST. F.D. TAX. 165 (1973).
24. I.R.C. §701.
25. I.R.C. § §703(a), 702(b).
26. I.R.C. §701.
27. I.R.C. §703(a).
28. I.R.C. §703(a)(1).
29. Id.; Reg. §1.702-1(a)(8)(i).
30. 1 W. McKEE, W. NELSON & R. WHrrMmE, supra note 4, at 9.03[l] n.16.
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the separately stated items constitutes the overall taxable income of the part-

nership.31
To compute an individual partner's income, his distributive 3 or proportionate share of the separately stated items is added to his distributive share of
residual income.3 3 As mentioned above, the separately stated items have the
same character in the hands of the partner as they had for the partnership. 4
Each partner's distributive share of income, gain or loss, deduction or credit is
determined by the partnership agreement,- subject to several restrictions which
are discussed in subsequent sections.3 6
In the absence of any special allocation of a partner's distributive share of
any of the various items comprising partnership net income, the partner's distributive share is determined in accordance with his interest in the partnership.37 The following discussion is designed to illustrate a technique for utilizing special allocations of income and deductions, memorialized in a partnership agreement, in order to achieve favorable income and estate tax results.
The hypothetical situation outlined in the introduction will be used to
demonstrate the basic concepts. Assume the child contributes $10,000 that he
acquired from a source other than by a gift from Parent to a limited partnership formed between himself and Parent. Parent then contributes his property
to the partnership, receiving a 98.4 percent general partnership interest in
return for his contribution. Child receives a 1.6 percent limited partnership
interest in exchange for his $10,000 contribution. Parent's basis in his partnership interest and the partnership's basis in the property contributed by Parent
both would be $500,000.88 Child's basis in his limited partnership interest and
the partnership's basis in the property contributed by Child both would be
$10,000. 39 Parent's capital account40 would.be $600,000- the net fair market
value (FMV) of his contributed property. Child's capital account would be
$10,000.
The partnership agreement should provide that all of the depreciation from

the property is to be specially allocated to Parent. In addition, a substantial
31. I.R.C. §703(a).
32. I.R.C. §704. A partner's distributive share is his proportionate share of the overall net
income of the partnership. Stewart v. United States, 263 F. Supp. 451, 455, 67-1 U.S.T.C. f9174
(S..N.Y. 1967).
33. Reg. §1.702-1(c).
34. I.R.C. §702(b).

35. I.R.C. §704(a).
86. See, e.g., I.R.C. §704(b)(2) (allocations of income, gain, loss, deduction or credit must
have "substantial economic effect"); I.R.C. §704(e) ("family" partnerships are subject to special
requirements in the computation of partners' distributive shares).
37. I.R.C. §704(b)(1).

38. I.R.C. §§722, 723.
39. Id.
40. In general, a partner's capital account is computed as follows: begins with his original
contribution; is increased by either additional contributions or by his share of partnership
income; and it is decreased by either distributions in reduction of his partnership capital or by
his share of partnership losses. See, e.g., 1 A. Wmus, Wmuas ON PARTNERSHIP TAXATION §5.04
(1976).
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portion of the cash flow, 41 including the $10,000 contribution by Child, should
be distributed to Parent until Parent's capital account is reduced to zero.
Parent's beginning capital account of $600,000 is reduced each year by both
the partnership depreciation deduction and Parent's share of the partnership's
cash flow. The account is increased by Parent's distributive share of partnership
taxable income. The partnership agreement also should provide that upon the
liquidation or termination of the partnership, Parent and Child are entitled
42
to receive only the balance in their respective capital accounts.
Child is allocated 99 percent of the distributive share of the taxable income
of the partnership coupled with a sufficient amount of cash flow to pay the
taxes on his distributive share. The Child's capital account is increased by his
share of the partnership's taxable income, with no reduction of this amount of
income for the depreciation allocated to Parent. Child's account is decreased
by the amount of cash flow he receives.
After a 15-year period 43 under the facts given in the preceding discussion,
Parent will have received cash flow distributions of $166,000 tax free, because
those distributions were considered reductions of capital. In addition, Parent
will have received depreciation deductions of $300,000, which, if he is at the
highest marginal tax rate, 44 result in a tax benefit of $210,000. If the FMV of
the partnership's assets appreciated at the rate of 10 percent per year, then at
the end of 15 years the FMV of the assets would be $3,000,000 and the unamortized principal balance of the mortgage would be $150,000. Thus, the net
FMV of the partnership assets would be $2,850,000. Also after 15 years, the
capital account liquidation rights of Parent will have been reduced to $141,000,
while Child's capital account balance would be $2,869,000. Assuming, therefore,
that liquidation values were to control estate tax valuation of partnership interests, both future appreciation and a portion of the original value of the
property have been shifted to the next generation. Without the formation of
the partnership and assuming Parent lived for 15 more years, the amount of
inclusion in his gross estate would have been $2,850,000 as compared to
$141,000.
The rate of the shift in the capital accounts and in the related liquidation
values, can be affected by a wide variety of factors. In the preceding example,
41. In the partnership format cash flow (or more precisely, net cash flow) is an amount
determined by taking gross cash receipts, subtracting cash expenses and subtracting payments
on the principal of a mortgage encumbering partnership property. 1 A. WILLIs, supra note 40,
at 5.07.
42. If for purposes of estate lax valuation, Parent's liquidation rights are used to value
his partnership interest, his liquidation rights should not be based on the relative percentages
in the partners' capital accounts. If this percentage method were used, rapidly appreciating
property would have a much higher value than a fixed value would. For example, assume
property is worth $500,000 at date of contribution and $1,000,000 at Parent's death. Parents'
capital account has gone from $500,000 to $250,000 due to special allocations. Child's capital
account has increased from zero to $250,000. Use of a percentage figure for liquidation and
valuation results in a $500,000 inclusion of Parents' joint estate, as compared with $250,000 if
the capital account balance had set the liquidation value.
43. See Appendix A. infra, for a description of the accounting changes brought about by
the use of the Capital Shifting Technique.
44. The highest marginal tax rate for individuals is 70%. I.R.C. §1.
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the property has appreciated at the rate of 10 percent per year, while the cash
flow has remained constant. However, if the cash flow increases as the value of
the property rises, for example, from higher rents, then the decrease in the
amount of Parent's capital account and the increase in amount of Child's
capital account would be accelerated. An increase in the depreciation deduction would further decrease Parent's capital account. An increase in partnership taxable income would increase Child's capital account thus accelerating
the shift in the capital accounts.
contributed
The rate of the shift of capital accounts would be slowed if the
4 5 Each partner
partner.
contributing
the
of
debt
property secured a nonrecourse
48
is viewed as having assumed a pro rata share of the contributing partner's debt
and each partner's pro rata share is determined by his interest in the profits of
the partnership. 47 The total amount assumed by the non-contributing partners
is deemed to be a constructive distribution to the contributing partner. This
constructive dividend reduces the contributing partner's basis in his partnership interest and will result in a taxable gain equal to the amount by which
48
the distribution exceeds such basis. Each non-contributing partner is deemed
to have made a constructive contribution to the partnership in an amount
equal to the portion of the nonrecourse debt he is considered to have assumed.
49
This constructive contribution increases each non-contributing partner's basis.
If the Child is allocated a large percentage of the partnership profits, the
increase in his basis caused by the contribution of the encumbered property
also would rise. For example, if Parent transferred property with a basis of
$500,000 which was subject to a nonrecourse liability at $600,000, and Child
was allocated all of the partnership profits, then Parent would have a gain
except to
under section 731(a) of $100,000."0 This gain would be capital gain,
51 The Parent
property.
the
in
lurking
recapture
depreciation
any
of
the extent
52
also would be left with a zero basis for his partnership interest. The Child's
3 Parent's depreciation deduction
basis would then be increased by $600,000.1
also would be affected, because it is limited in the amount of the partner's
4
basis in his partnership interest.
45. In the partnership context, a nonrecourse debt is one under which "none of the
partners have any personal liability." Reg. §1.752-1(e).
46. Id.
47. Id.
48. Id.

49. Id.
50. I.R.C. §§731(a), 752(b).
51. I.R.C. §§731, 741, 1250(d)(3).
52.

I.R.C. §§722 (basis of partnership interests equals basis of contributed property plus

any gain recognized); 752(b) (decrease in partner's share of liabilities is treated as a cash dis-

tribution to the partner); Reg. §1.752-1(c) (a liability to which property is subject to, even if
not assumed by a partner or the partnership is considered to be a decrease in the contributing
partner's share of liabilities); I.R.C. §733(1) (cash distributions decrease a partner's basis in
the partnership). In this example, the effect of this provision would be as follows: $500,000
(contribution basis) plus $100,000 (gain) -$600,000 (liability decrease) = $0.

53. Reg. §1.752-1(e).
54. I.R.C. §704(d) (partner's share of partnership loss is limited to partner's adjusted
basis).
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The use of a section 707(c) guaranteed payment to give the Parent general
partner, as manager of the property, a priority return, also would reduce the
speed in the shift in the capital accounts. 55 This payment would reduce partnership net income. Thus, the allocation of partnership net income to Child
would be decreased by the amount of section 707(c) payment if section 162
were satisfied, i.e., the guaranteed payment was reasonable compensation.56 In
addition, the section 707(c) payment would not reduce Parent's capital account
as would a normal cash flow distribution. 5 7 This effect can be offset somewhat
by a reduction in the cash flow to Child, because his income tax liability would
be decreased due to the reduction in partnership net income.
The use of the capital shifting technique will generally be advantageous
because it will reduce the size of the Parent's gross estate in computing the
estate tax. The overall effect of the shift in the capital accounts is a transfer of
Parent's capital interest to Child. Child, in essence, has invested his share of
the partnership net income in the capital of the partnership. Because of this
buildup in his capital account and increased liquidation rights, he effectively
has purchased a part of the Parent's interest in the partnership capital.
POTENTIAL PROBLEMS WITH THE USE OF THE
CAPITAL SHIFTING TECHNIQUE

The Internal Revenue Service can attack the use of the capital shifting
technique in a number of ways. This part of the article will examine the four
grounds most likely to be asserted in any such challenge.
Characterizationof the Transactionas a Sale or Exchange
Whether implementation of the capital shifting technique will generate a
taxable transaction is a potential problem with its use. In the preceding example, the overall effect of the use of special allocations of income and deductions is similar to a sale of a partnership capital interest51 Accordingly, it
could be argued that section 741 requires recognition of gain by Parent.59 This
argument, however, fails because the requisite "sale or exchange" is not present.
While Child has incurred an economic detriment through the payment of in55. I.R.C. §707(c) is used to treat payments made to partners, which are computed independently to partnership income, as if they were made to non-partners either as a salary expense or a capital expenditure. I W. McKEE, W. NELSON & R. WHITrIsE, supra note 4, at

13.03[l].
56. The guaranteed payment is treated as a partnership expense and if §162 is complied
with, a deduction from taxable income is allowed. I.R.C. §§707(c), 162, 703(a); Rev. Rul. 69-180,
1969-1 C.B. 183. For the recipient partner, the guaranteed payment is gross income under
§61. I.R.C. §707(c).
57. See note 36 supra. A §707(c) payment has no effect on a partner's capital account, as
generally it is not treated as a distribution of partnership income or a reduction of capital.
See Reg. §1.707-1(c).
58. See Reg. §1.708-1(b)(1)(ii), which recognizes a distinction between the sale of a partnership interest in capital or in profits.
59. Section 741 provides capital gain treatment of gain recognized by the transferor partner on the sale or exchange of an interest in a partnership.
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come taxes on his share of partnership taxable income, no consideration flows
to Parent as an amount realized which would be necessary for a sale or exchange. 60 The cash flow payments derived from the partnership assets by Parent
cannot be deemed consideration because the payments are generated by the
assets Parent contributed to the partnership.61 Similarly, the possible reduction
in estate taxes which the capital shifting technique brings about is not consideration which flows from Child to Parent, and is highly speculative in its
nature.

2

Characterizationof the Transactionas a Gift

To characterize the shift in the capital accounts as a gift also would be incorrect. Any gift would occur on the initial transfer of a partnership interest to
Child. Later accounting changes, which are reflected in the capital accounts,
result solely from the provisions of the partnership agreement concerning income and deductions of the partnership. No taxable transfer of property, after
the initial creation of the partnership, takes place between the parent-"donor"
and the child-"donee." 63 For example, if a Parent makes an outright gift of
stock to his son, the subsequent appreciation which accrues and the dividends
which the Child receives are not taxable gifts.04
Accordingly, in utilizing the capital shifting technique, any possible gift
should be considered complete at the time Child's limited partnership interest
is created. 5 Any changes in Child's rights to the partnership property which
occur during the existence of the partnership either should be valued at the
time Child's interest is formed or ignored.

60. In such a transaction, there is no "quid pro quo" or "trade off" between the parent
and child necessary to constitute consideration so as to result in taxable gain. See Int'l
Freighting Corp. v. Commissioner, 135 F.2d 310, 313 (2d Cir. 1943).
61. There is no economic gain realized by the parent in the capital shifting transaction.
Therefore, there is no amount realized. See United States v. General Shoe Corp., 282 F.2d 9,
12-13 (6th Cir. 1960). Consider the following analogous hypothetical: Parent transfers stock
to Child. As the dividends on the stock are paid, the Child gives them to the Parent as "consideration" for the stock. It is unlikely that this transfer of the stock dividends would mitigate what otherwise dearly would be a taxable gift.
62. Again, no property is received by the parent which is necessary to institute an amount
realized. I.R.C. §1001(b). In addition, the economic substance needed for a sale would not
exist. See Gray v. Commissioner, 561 F.2d 753, 757-58 (9th Cir. 1977). The intent to enter into
a sale, a factor utilized by some courts, also would be missing from the capital shifting transaction. See Smith v. Commissioner, 537 F.2d 972, 976 (8th Cir. 1976).
63. To constitute a taxable gift, there must be a transfer of property by a donor. I.R.C.
§251(a).
64. Once a donor relinquishes dominion and control over transferred property, the gift
ji complete. Reg. §25.2511-2(b). Any further gifts would require an additional transfer of
property by the donor. See Reg. §25.2511-2(a). Cf. Reg. §25.2511-2() ("receipt of income... of
the transferred property by the transferee... during the interim between the making of the
initial transfer and the relinquishment of the power [to change beneficiaries of the property]
...

constitutes a gift of such income").

65. Cf. Helvering v. Mcormack, 135 F.2d 294, 296 (2d Cir. 1943) (gift of income is
treated as a single gift when made and not as a series of gifts when paid).
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The SubstantialEconomic Effect Requirement
Aside from the characterization of the capital shifting transaction as a sale
or gift, in order for the capital shifting technique to be given effect by the IRS,
it is necessary for the allocations of income and deductions to have "substantial
economic effect"66 under section 704(b)(2). Section 704(a) provides that "a
partner's distributive share of income, gain, loss, deduction, or credit shall,
except as provided in this chapter, be determined by the partnership agreement." 6 7 Section 704(b)(2) states "if... the allocation to a partner under the
agreement of income, gain, loss, deduction, or credit (or items thereof) does not
have substantial economic effect," such allocation will instead be made "in accordance with the partner's interest in the partnership (determined by taking
into account all the facts and circumstances)."68 Therefore, the failure of the
special allocations to have substantial economic effect would prevent the shifting of the capital accounts necessary for the capital shifting technique to be
9
effective.
The meaning of the phrase "substantial economic effect" is discussed briefly
in the regulations. A special allocation is defined as having substantial economic effect where "the allocation may actually affect the dollar amount of the
partners' shares of the total partnership income or loss independently of tax
consequences. 70 Unfortunately, the meaning of the term has not been clarified
by the Service, which has refused to issue rulings on the issue as to whether a
special allocation has substantial economic effect.71 There is little legislative

history concerning the meaning of substantial economic effect. One Senate
committee report, however, defined a special allocation with substantial economic effect as one which has an economic effect on the partners' share of income.

72

Utilizing a similar definition, the case law has focused upon the requirement
that a valid special allocation affect the actual dollar amount of a partner's

66. See generally Houghton & Houghton, Special Allocations: Is the Service Giving New
Meaning to "Substantial Economic Effect?" 28 OIL & GAs TAx Q. 1 (1979); 1 W. McKEE &
W. NELSON & R. WHITMIRE, supra note 4, at 10.02.
67. I.R.C. §704(a).
68. I.R.C. §704(b)(2). The meaning of the phrase "partner's interest in the partnership"
is briefly discussed by a Senate Finance Committee Report. The report states that the factors
to be considered in determining a partner's interest include: the interests of the partners in
profits and losses (if different from taxable income or loss), cash flow, and the partners' rights
to distribution of capital or liquidation. S. REP. No. 94-938, 94th Cong., 2nd Sess. 99-100
(1976).
69. The partners' capital accounts would remain in the same proportion to one another
as they were on the date the partnership was formed. Subsequent appreciation would be
shared in this same ratio resulting in the parent continuing to "own" this rapidly appreciating
property.
70. Reg. §L.704-1(b)(2).
71. Rev. Proc. 80-22, 1980-26 I.R.B. 26. But see Letter Ruling 7707260880A (July 26, 1977)
(involving the disallowance of an allocation of profits and losses to limited partners in an oil
and gas drilling partnership).
72. S. REP. No. 1622, 83d Cong., 2d Sess. (1954).
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73
share of profits, losses or proceeds upon liquidation. In Stanley C. Orrisch,7
the partnership agreement allocated all depredation on the partnership property to the taxpayers, Stanley and Gerta Orrisch. The agreement also credited
the gain on the sale of the property first to the Orrisches in the amount of the
depredation previously allocated to them, with the balance to be divided into
equal shares. Thus, the partner who had received the tax benefits of the depredation deductions was required to bear the tax cost of the same deduction
upon the eventual sale of the property. Regardless of the allocation of taxable
gain to the Orrisches, however, all proceeds from the sale of the property, as
well as any distributions of cash flow from current operations, were to be
divided equally among the partners.
The Tax Court held the special allocation of depredation was made primarily to avoid taxes and consequently was invalid.75 Although the depredation deductions were charged against the taxpayers, therefore reducing their
78
capital account, the court concluded the allocation lacked substance. In support of its holding, the court noted that the proceeds from any sale of the
property would be distributed equally among the partners and not necessarily
in accord with their capital accounts. 77 If the asset actually depreciated in
value, then the ultimate proceeds to be received by the partnership from the
sale of the asset would be reduced. However, the taxpayers would not have
borne the economic brunt of the actual depredation in the value of the asset,
because the sale proceeds would have been distributed equally between the
partners. Accordingly, the court held that the allocation did not have substantial economic effect.
A special allocation also was nullified by the Tax Court in Martin Magaziner.T8 Pursuant to a partnership agreement, Magaziner was to receive all the
interest and depredation deductions for the first seven years of the partnership's
existence. After six years, the partnership property was sold at a gain, but
Magaziner received more than 50 percent of the proceeds. In addition, there
was no "gain chargeback '7 9 provision and the taxable gain was divided equally
between the partners. The court held that because the partner who received
the tax benefits of the spedal allocations did not bear the economic cost of the
80
deductions, the deductions had no substantial economic effect.
1
In contrast, the Tax Court in Leon A. Harris,Jr.8 upheld the validity of

73.

See, e.g., Leon A. Harris, Jr., 61 T.C. 770, 786 (1974).

74. 55 T.C. 895 (1970).
75. Id. at 404. Prior to the Tax Reform Act of 1976, a special allocation would be recognized only if there was a business purpose for it. However, an important factor in making
this determination was whether the allocation had substantial economic effect. Id. at 403 &
n.6.

76. Id. at 404.
77. Id. at 403-04.
78. 37 T.C.M. (CCH) 873 (1978).
79. A gain charge-back provision was utilized in Orrisch. Such a clause generally provides
that taxable gain is allocated to those partners who have received the favorable special allocations of depreciation; the allocation of gain would increase that partner's capital account. 55
T.C. at 403.
80. 37 T.C.M. (CCH) at 875-76.

81. 61 T.C. 770 (1974).
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a special allocation. Prior to the sale of partnership real estate, an allocation of
the entire potential loss was made to the taxpayer. The loss allocation reduced
Harris' capital account, and the reduction in his capital account caused the
taxpayer's share of future profits and losses, as well as his liquidation rights, to
be reduced. Accordingly, the Court held the allocation had substantial eco82
nomic effect.
DurandA. Holladay3 also involved a special allocation of all the losses to
the taxpayer. However, a joint venture agreement84 provided that cash distributions and all other economic benefits were to be divided between the
partners equally. The Tax Court determined that the allocation of losses was
not bona fide because the special allocation did not correspond to the actual
basis upon which the parties agreed to share the economic profits and bear the
85
economic losses of the joint venture.
Joe T. Boynton 6 involved a fact situation similar to that in Holladay. The
original partnership agreement in Boynton was amended to allocate all tax
losses generated by the partnership to the taxpayer. The Tax Court stated that
while partners may fix their distributive shares in any manner they choose, the
formula they utilize for the actual division of the profits and losses will be determinative of their distributive shares of partnership income for tax purposes.87 In order for an allocation of a partnership's "residual" income or loss
to be bona fide for federal tax purposes, the allocations must accurately reflect
the economic basis on which the partners have agreed to share the profits and
losses of the venture. 8 The amendment to the partnership agreement in Boynton had the effect of allocating all profits and losses to the partners in the same
manner as before the amendment, except for the purpose of computing the
federal income tax. The Court also noted that state partnership law gave the
taxpayer a right of contribution against the other partner, whereby the other
partner could have been compelled after dissolution of the partnership to pay
9
over sufficient funds to equalize the economic losses suffered by each partner.8
After considering the relevant case and administrative law,9O the use of the
82.

Id. at 786.

83. 72 T.C. 571 (1979).
84. Joint venturers are treated as partners for tax purposes. I.R.C. §761(a), (b).
85. The court emphasized the importance of a special allocation having an effect on the
economic interests of the partners, independent of any tax considerations. 72 T.C. at 589.
86. 72 T.C. 1147 (1979).
87. Where one provision of the agreement, which purports to characterize as "distributive"
a certain division of profits and losses, is contradicted by another provision which legally
fixes the rights of the parties, it is the latter provision which establishes the partner's distribu-

tive share for tax purposes. Id. at 1159.
88.

Id. at 1159-60.

89. Id. at 1160-61. Because the partnership agreement was silent as to the rights of the
partners against each other should the loss sustained by each partner not be equal, the state
law was deemed to be a part of the partnership agreement. Id. FLA. STAT. §620.755 (1979)
provides that each partner is liable for the debts of the partners in proportion to his interest
in profits, unless the parties agree otherwise.
90. All of the preceding case law, including Boynton, was decided under an earlier version

of §704(b)(2) which provided for a business purpose test in determining the validity of a
special allocation. For a discussion of §704(b)(2) prior to its amendment, see Weiss, Payments
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capital shifting technique, as illustrated by the hypothetical Parent-Child partnership, appears to have substantial economic effect. Overall, substantial economic effect is likely to be satisfied if the allocation either increases or decreases the amount of cash or property to be received by a partner. 91 The change
in the capital accounts, which is the operative factor in the capital shifting
technique, has such an effect. The significance of a change in the capital accounts affecting the actual partnership distributions is illustrated by Letter
Ruling 8008054. In this ruling, the Service stated: "In general, substantial economic effect has been found where all allocations of items of income, gain, loss,
deduction or credit increase or decrease the respective capital accounts of the
partners and distribution of assets made upon liquidation is made in accordance with capital accounts." 92 The substantial economic effect test has been
criticized because of the importance it places on the amounts of partnership
distributions, ignoring such factors as economic risk.93 Nevertheless, the narrowness of the test works in the taxpayer's favor in the estate planning context
by providing some predictability as to the validity of the special allocations.
The special allocations of depredation utilized in the Parent-Child hypothetical would reduce Parent's capital account and his right to the property
upon the liquidation of the partnership. Because the actual amount of cash
received by Parent in the event of liquidation would be reduced due to the
depreciation deductions, it would not appear necessary to incorporate a gain
chargeback provision in the partnership agreement. 94 In addition, because
Parent has contributed the property, there is a legitimate reason for allocating
the depreciation from the property to him.95 The allocation of partnership
taxable income to Child also would have substantial economic effect, as Child's
capital account would be increased by this income. Through his expanded
liquidation rights, Child is increasing his share in the underlying equity.96
Therefore, Child is getting an economic benefit from the partnership profits in
the form of an increased equity in the underlying partnership property.
Between Partnersand Partnerships,N.Y.U. 35TH INST. FED. TAx. 169, 218-22 (1977). At that

time, substantial economic effect was only one factor in deciding whether the principal purpose of the allocation was "the avoidance or evasion of any tax imposed by this subtitle."
Stanley C. Orrish, 55 T.C. at 400-01 & n.3. However, the case law has generally viewed the
substantial economic effect factor as decisive in making the principal purpose determination.
See, e.g., Durand A. Holladay, 72 T.C. at 587. In addition, according to a Sesiate committee
report, the existing case law and regulations are to be used in applying the amended version
of §704(b)(2). S. REP. No. 94-938, 1976-3 C.B. 137-88. Those statements in the regulations and
the case law which directly concern the new singular test of substantial economic effect continue to have vitality.
91. See, e.g., Jean v. Kresser, 54 T.C. 1621, 1631-32 (1970).
92. Letter Ruling 8008054 (Nov. 28, 1979).
93. Houghton & Houghton, supra note 66, at 15-20.
94. While a gain chargeback clause would have a tax effect, it is the actual economic effect
on the partners that is important in evaluating the validity of a special allocation. See Stanley
C. Orrisch, 55 T.C. at 403.
95. See Durand A. Holladay, 72 T.C. at 593-94 (Fay, J., dissenting).
96. "[]f the allocation of an item of income . . . is reflected in his capital account and
the liquidation proceeds of the entity are distributed in accordance with the capital accounts,
the allocation has substantial economic effect." Martin Magaziner, 37 T.C.M. (CCIH) at 875,
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The cash flow distribution to the parent also would seem to have substantial
economic effect. The distribution reduces Parent's capital account and thus
reduces his rights in the partnership assets upon liquidation of the partnership.
In essence, Parent is liquidating his rights in the partnership through the cash
flow distributions. However, under the partnership distribution rules, he does
not have to recognize any gain on his partnership interest, until the cash dis97
tributions exceed his tax basis in the partnership.
Impact of the Family PartnershipRules
Not only must the special allocations which form the basis of the capital
shifting technique have substantial economic effect, certain requirements contained in section 704(e) also must be met in order for the technique to be effective.
Section 704(e)(1) concerns the recognition of a person as a partner for tax
purposes. Family members will be considered partners under the section if
they own a "capital interest in a partnership in which capital is a material
income-producing factor." 9' 8 Accordingly, two requirements must be met under
this section. First, the various family members must actually "own" their
partnership interests. Second, capital must be a material income-producing
factor in the partnership.
To satisfy the first requirement, there must be a valid partnership. In the
context of the capital shifting technique, the limited partner, Child, must be
a bona fide partner. 99 However, because a limited partnership is involved, it is
immaterial that the donee, Child, does not participate in the management of
the partnership, and that the donor, Parent, in his capacity as general partner,
retains control of the partnership's business.100
Child's limited partnership interest must, nevertheless, be real. Because a
limited partner, by virtue of state law, cannot participate in the general management and control of the partnership, 01 the reality of a donee-limited partner's ownership depends on the extent of the donee's rights with respect to the
partnership interest itself. 0 2 For example, where the limited partner is a
minor, that partner's control over his partnership interest may be insufficient to
insure that the minor's interest is "real."103 In general, following the reasoning
contained in the regulations, a limited partnership interest should be recognized
so long as there are no substantial restrictions on the rights of a limited partner
which are provided to him by state law.104 In the hypothetical partnership,
97. I.R.C. §731(a).
98. I.R.C. §704(e)(2).
99. Reg. §l.704-1(e)(2)(ix).
100. Id.
101. See, e.g., FLA. STAT. §620.07 (1979).
102. Reg. §l.704-1(e)(2)(ix).
103. Finlen v. Healy, 187 F. Supp. 434, 60-2 U.S.T.C. ff9688 (D. Mont. 1960). Unless the
minor was mature enough to handle his own affairs, it is unlikely that the interest would be
recognized. However, the use of a trustee to hold the minor's interest might be sufficient to
make the limited partnership interest bona fide.
104. See, e.g., Wilson v. United States, 246 F. Supp. 613, 1965-1 U.S.T.C. ff9341 (N.D. Cal.
1965). For example, restrictions that severely limited the transferability of a limited partner-
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whether Child is a bona fide limited partner would be determined by the restrictions placed upon his rights in the ownership of the interest.
The "material income-producing factor" requirement should be easier to
satisfy where use of the capital shifting technique is appropriate, i.e., ownership
by an older generation of rapidly appreciating assets. In this instance capital,
the underlying partnership assets, would necessarily be the income-producing
factor. Accordingly, these investment or non-service family partnerships should
meet this requirement.05
Failure to satisfy these tests would not necessarily prevent an attempt to
qualify as a partner under the reasoning of Commissioner v. Culbertson.Ue In
Culbertson, the Supreme Court stated that a family member would be accorded partnership status if the parties "in good faith and acting with business
' 0
purposes intended to join together in the present conduct of the enterprise. 7
Once partnership status is attained, section 704(e)(2) provides special rules
for allocating partnership income between the donor and donee of a partnership interest. It h important to note that section 704(e)(2) applies only where
the partnership interest is "created by gift."10s Section 704(e)(2) defines "gift"
to include a purchase where the purchase is between family members.1However, it still is possible for a limited family partnership to be formed by
the contribution of a child's separate assets. For example, a bona fide bank
loan obtained by Child and then contributed directly to the partnership should
avoid the operation of section 704(e)(2). If a mother gratuitously transferred or
conveyed her separate property for the benefit of her child to a trustee who, in
turn, reconveyed the property to a partnership consisting of the trustee and the
child's father,110 section 704(e)(2) should not affect the allocation of the partnership income between the parent and the trustee, because of the lack of a donor/
donee relationship between them."1 1
Nevertheless, the type of transfei which will be treated as a gift within the
meaning of section 704(e)(2) is quite broad. A gift of a partnership interest can
be indirect and still come within the section.11 2 Transfers involving third
parties as conduits will not prevent the transfer from constituting a gift.21S
ship interest would be strong evidence that the partnership was a sham. See Finlen v. Healy,
187 F. Supp. 434, 437, 60-2 U.S.T.C. ff9688, 77,889 (D. Mont. 1960).
105. See Melvin P. Ketter, 70 T.C. 637, 644 (1978); Reg. §1.704-1(5)(1)(iv). But cf. Carriage
Square, Inc., 69 T.C. 119, 127 (1977) (under an unusual set of facts, borrowed funds were not
considered to be "capital" within §704(e)(1) for a real estate investment partnership).
106. 357 U.S. 753, 49-1 U.S.T.C. 9525 (1949). The §704(e)(1) test is not the exclusive
method for a family partnership to be recognized for tax purposes. Carriage Square, Inc., 69
T.C. 119, 128 (1977).
107. 357 U.S. at 742,49-1 U.S.T.C. at 551.

108. I.R.C. §704(e)(2).
109. I.R.C. §704(e)(3).
110. Section 704(e)(2) neither requires nor sanctions reallocation of partnership income
among partners who are not parties to a gift or sale of a partnership interest, no matter how
close the personal relationship. Letter Ruling 8024013 (Mar. 13, 1980); Cooper, supra note 2,
at 181-82 n.59.
111. 1 W. McKEE, W. NFLSON &R. WHrrmnm, supra note 4, at ff14.05[l](a].
112. Reg. §1.704-1(e)(5)(ii).

113. 14,
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The creation of a partnership with a wife and husband as partners, followed by
a transfer of the partnership interest from wife to son, is treated as a gift from
father to son. 114 Similarly, a gift of a partnership interest by a father to a trust
for the son's benefit probably would be treated as a gift from father to son." 5
Use of the income from gifted property to purchase a partnership interest
should not be considered to be an indirect gift of a partnership interest. While
there is no direct authority on this issue, at some point a gift should be recognized as complete for tax purposes. To find an additional transfer in such a
transaction would involve attenuated reasoning.116 Similarly, a partnership
should not be treated as created by gift when a child obtains a partnership
interest with property given to the child by the parent, where a reasonable
period of time has elapsed and where the property was not given in anticipation
7
of forming a partnership."
If section 704(e)(2) applies to a partnership, the capital shifting technique
would not be available to shift the income generated by the property from
Parent to Child. Section 704(e)(2) states that the distributive share of the donee
shall be includable in his gross income, except to the extent that such distributive share is determined without allowance for: (1) reasonable compensation
for services rendered to the partnership by the donor, and (2) the proportion of
capital contributed to the partnership by the donor partner.""" Thus, Parent
would first have to receive a share of partnership income equal to the FMV of
the services he rendered to the partnership." 9 After the allocation of the partnership income to the partners in amounts equal to the value of the respective
services performed for the partnership, any remaining income must be allocated
in proportion to the donor's and donee's relative percentages of contributed
capital. 20 The Service has taken the position that a general partner's share of
capital may be even greater than the FMV of his contribution, due to his increased risk as general partner. ' Therefore, if section 704(e)(2) applied, no
shift from the Parent's capital account to the Child's capital account could take
place.
However, compliance with the requirements of section 704(e)(1) and avoid114. Reg. §1.704(e)(3)(ii) Ex. 2.
115. Cf. Morris M. Messing, 48 T.C. 502, 511 (1967).
116. See notes 63-64 and accompanying text, supra.
117. Nelson, supra note 22, at 69.
118. I.R.C. §704(e)(2).
119. In determining a reasonable allowance for services rendered by the donor, consideration is given to all the circumstances, including the fact that the donor may have had greater
managerial responsibility than the donee. Thus, that a parent is a general partner, and runs
the business, would tend to show that more of the partnership's income should be allocated to
the parent. However, if a child actually does perform some services, even as a limited partner,
he should be allocated an amount of partnership income equivalent to the FMV of those
services, regardless of the parties' respective capital accounts. Reg. §l.704-1(e)(3)(i)(b).
Some doubt exists as to whether a §707(c) guaranteed payment will be treated as part of
a partner's share of income within the meaning of §704(e)(2). However, the regulations provide that except for §§61(a), 162(a), 706(b)(3), 797(b) and 708(b), the guaranteed payment is
treated as part of a partner's distributive share of income. Reg. 1.707-1(c).
120. I.R.C. §704(e)(2).
121. Reg. §l.704-1(e)(0)(i)(c).

https://scholarship.law.ufl.edu/flr/vol33/iss1/1

16

1980]

Massey: Keeping it All in the Family: Use of Family Partnerships and Sect
FAMILY PARTNERSHIPS AND SECTION 704(b)(2)

ance of section 704(e)(2) would operate as a statutory sanction for the allocations of income necessary to the capital shifting technique.122
THE AssET VALUE FREFzING TECHNIQUE

As an alternative to the capital shifting technique, a less problematic approach to effecting a value freeze for estate tax purposes can be taken. The use
of the more traditional and less dramatic asset value freezing technique may be
necessary where the problems discussed in reference to the capital shifting
technique cannot be solved or its complexity is deemed to be undesirable. Although the details concerning the estate tax valuation of a partnership interest
are discussed subsequently, the effect of a properly-structured family partnership
on valuation can be described briefly.
Upon formation, the current cash flow of the partnership should be assigned
to the parent and the future increase in cash flow directed to the children. As
a result, the value of the parent's interest would be linked to the value of the
assets on the date the partnership was formed. In addition, if a fixed liquidation value was established for the parent's partnership interest, the value of the
parent's interest would remain at or near this amount and the appreciation in
the partnership's assets would be effectively allocated to the child's partnership
interests. The tax and economic consequences related to establishing this
asset value freeze are the subject of the remainder of this section.
Utilizing the basic facts given in the introduction, the following structural
approach to the use of a family partnership for a value freeze is presented as a
model for planning such a transaction. In exchange for a contribution of property to a limited partnership, Parent will receive a 2 percent general partnership interest for his contribution of $10,000 to the partnership. Unless otherwise provided in the partnership agreement, his 2 percent general partnership
interest would entitle him to receive a 2 percent share out of all income and
losses in the partnership.' 23 Parent, as general partner, would be able to make
all management decisions. 24 Parent should receive an annual section 707(c)
guaranteed payment in consideration for his performance of the management
services.1 25 The Service has determined that a general partner who only has a
section 707(c) guaranteed payment right, and no interest in partnership profits,
122. I.R.C. §704(e). An argument could be made that the capital shifting technique in.
volves an improper assignment of income, specifically of the capital gains inherent in the

appreciating assets of the partnership. Nevertheless, the satisfaction of §704(e) should make
this contention irrelevant. In addition, because the underlying partnership property along
with the income it produces are being transferred, Blair v. Commissioner, 300 U.S. 5, 12, 37-1
U.S.T.C. ff9083, 9414 (1937), should negate an assignment of income claim. See generally Roth,
Special Allocations in Family PartnershipsMay Shift Income: Dangers and Problems, 54 J. of

TAx. 360 (1981).
123. I.R.C. §704(b).
124. See, e.g., FLA. STAT. §620.09 (1979).
125. Under §707(c), the guaranteed payments, if considered personal service income, would
be subject to the 50% limitation on earned income. I.R.C. §1348. If the payments were made
in return for the use of the parent's capital, however, the 50% maximum tax limitation would
not be applicable.
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is not a partner for tax purposes. 126 Accordingly, the Parent as a general partner
should be allocated a 2 percent interest in the partnership's taxable income, as
well as a guaranteed payment. The Parent also should receive a 96 percent
Class A limited partnership interest, obtained in exchange for a contribution of
assets with a basis of $490,000, which initially would entitle him to receive a
distributive share of 96 percent of the taxable income of the partnership.
Parent also should have the right to receive all of the net cash flow from operations, but this amount should be limited so as not to exceed the cash flow in
the year the partnership was formed.127 Upon liquidation or termination of
the partnership, Parent should be entitled to receive a return equal to the original FMV of the assets which he contributed to the partnership.
In exchange for $10,000, Child would receive a 2 percent Class B limited
partnership interest. Two percent of the partnership's taxable income would
be allocated to this interest. Child, as holder of this limited partnership interest, would be entitled to receive all of the cash flow generated by the partnership which is in excess of the cash flow received by Parent through his partnership interests. Child's limited partnership interest would, on liquidation or
termination of the partnership, entitle him to receive all the assets in the partnership in excess of those distributed pursuant to Parent's limited partnership
interest. As no special allocations of either depreciation or residual income are
made among the partners, the partnership net income should be allocated by
the partnership agreement in proportion to the balances in the partners'
capital accounts rather than according to the relative contribution of capital.228
Use of the capital accounts to allocate taxable income more closely represents
the economic reality of the partners' interests in the business over a period of
years.

129

After adopting the asset, value freezing technique, the tax effect of the
various transactions can be summarized as follows. First, the limited partnership interest of Child should have a low value on the date of formation.130
Thus, the transfer of such interest from Parent to Child or the transfer of cash
to pay for such interest, should incur only a small gift tax. To the extent Parent
received a partnership interest with a value less than the fair market value of
the property he contributed to the partnership, however, a gift to the child will
result.13 Second, the fixing of a liquidation preference in the partnership agree-

126. 1 W. McKEE, W. NELSON & R. WHrrMnm, supra note 4, at f3.02[5][a] n,26.
127. This limitation would freeze the value of the interest and avoid the inclusion of the
limited partnership interest in the parent's gross estate. IR.C. §2036. See text accompanying
notes 161-167 infra.
128. In the absence of such a provision, profits would be taxed according to the partner's
interests in the partnership. I.R.C. §704(b)(1).
129. See Appendix B infra. See Nelson, supra note 22, at 101.
130. With respect to family partnerships, the valuation of such an interest is a question
of fact with no consistent test. Overall, the continued control by the parent of the partnership coupled with the small percentage of the partnership given to the child, should result in
a low valuation. See Samuel Friedman, 10 T.C. 1145, 1156-57 (1948).
131. I.R.C. §2512(b).
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ment, coupled with the shifting of additional cash flow, should freeze the value
of the parent's patrnership interests for estate tax valuation purposes.132
APPLCATIONS OF ESTATE AND

GIFr

TAxES TO FAMILY PARTNERSHIPS

The use of either the asset value freezing technique or the capital shifting
technique requires consideration of the effects of the estate and gift taxes.
Certain transfers of partnership interests may be considered taxable gifts. A
gift of a partnership interest to a child could result in the inclusion of that
interest in the parent's gross estate at his death. Valuation of a partnership interest for both estate and gift tax purposes presents yet another problem. These
matters are discussed in this part of the article.
Taxable Gifts of PartnershipInterests
If at the time a family partnership is formed, the value of the child's limited
partnership interest exceeds either the child's contribution to the partnership
or the consideration given by the child for the partnership interest, the parent
will be deemed to have made a taxable gift to the child.133 A family partnership
interest should be viewed as consisting of three components for the purpose of
the gift tax. The interest in partnership capital or in the underlying assets of
the partnership is one possible gift. A second gift could be the right to income,
embodied in the partnership agreement as the partner's share of the earnings.
Further, an option to purchase an increased interest in the partnership, which
is granted to the limited partner through the operation of the capital shifting
technique, could be considered a third gift. The consideration given the parent
in exchange for any of these interests, however, will reduce the amount of any
taxable gift. Where the consideration given equals the FMV of the interest
received, there is no gift which is subject to tax.'" 4
Where a partnership interest is sold or exchanged for less than FMV, regulation section 25.2512-8 recognizes that the applicability of the gift tax depends
upon whether the transaction is made at arms length, free from any donative
intent, and not upon whether there is some difference in value between the
assets sold and the consideration received in exchange for them.135 Although
intra-family dealings are subject to greater scrutiny by the Service, no gift has
been found by the courts where actual bargaining took place between family
members. 30
132. See text accompanying notes 201-216 infra.

133. I.R.C. §2512(a), (b).
134. I.R.C. §2512(b).

135. Reg. §25.2512-8. The Supreme Court has incorporated this principal into the estate

tax provisions, I.R.C. §§2035, 2043, which exclude a business transaction from the estate tax
where there is less than full and adequate consideration in money or money's worth paid in
a transaction between a decedent and another party. See, e.g., Harris v. Commissioner, 340
U.S. 106, 50-2 U.S.T.C. 21l0,186 (1950); Commissioner v. Wemyss, 324 U.S. 303, 45-1 U.S.T.C.
1110,779 (1945); Nash, Family Partnerships-A Viable Planning Alternative?, 13 U. MIAMI
INsT. EsT. PLAN. 1000 (1979).
136. See, e.g., Morris M. Messing, 48 T.C. 502 (1968) (no taxable gift where parent sold

closely-held stock to his son for $10 per share at a time when the FMV was $14 per share);
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Assuming there is no sale or exchange of the partnership interest, in evaluating the possible gift of a capital interest, the important factor is the amonut
and source of the child partner's capital contribution. Where his contribution
equals his interest in the partnership capital as reflected in his liquidation
rights, there should be no gift of a capital interest.137 If the source of the contribution were the funds of the parent, however, a taxable gift would exist. 13a
Courts have determined whether a gift of earnings is made on the formation of a family partnership by employing a source of income test. If personal
services are the primary source of the partnership's earnings, then no gift is
generally found. 139 If, however, the assets of the business, usually goodwill, are
the principal source of the earnings of the partnership, then there is a taxable
gift.140 This latter distinction has been made somewhat questionable by Blair v.
Commissioner.141 In Blair, a distinction was drawn between gifts of property
which are productive of income and gifts of earnings.1 42 For example, when a
gift of common stock is made, it is the stock which is the subject matter of the
transfer, not the dividend rights which are inherent in it. Similarly, if the right
to income is an integral part of the partnership assets which become partnership capital and adequate consideration is given for the capital interest, then
there should be no gift of a proportionate share of the earnings. 143 Assuming
there can be a taxable gift on the partnership's formation, the better view
would seem to be that such a gift exists where an interest in earnings: (1) exceeds the limited partner's proportionate capital interest; (2) results solely
from an allocation under the partnership agreement; and (3) is not given in
exchange for consideration such as services to be rendered by the partner on
144
behalf of the partnership.
Apart from a possible taxable gift of earnings on the formation of the
limited family partnership, another transfer arising out of the same transaction
may result in a completely separate taxable gift. The child's limited partnership interest effectively grants him an option, exercisable during the life of the
decedent, to acquire the property for its value on the date at which the property was contributed to the partnership. 45 The Service has determined that "a
Estate of Orville B. Littick, 31 T.C. 181 (1958) (although purchase price for stock was considerably less than FMV, there was no taxable gift when a buy-sell agreement was entered
into pursuant to arms-length negotiations and for the purpose of keeping control of the
business).

137. I.R.C. §2512(b).
138. Reg. §25.2511-1(a).
139. Willoughby J. Rothrock, 7 T.C. 848, 858 (1946).
140. Id.
141. 300 U.S. 5 (1937).
142. Id. at 12.
143. See William F. Fischer, 8 T.C. 732, 742 (1947).
144. Id. at 743.
145. Reg. §1.83-7(b)(3) dealing with property received in connection with performance of
services states that: "The option privilege in the case of an option to buy is the opportunity
to benefit during the option's exercise period from any increase in the value of property subject to the option during such period, without risking any capital.... For example, if at some
time during the exercise period of an option to buy, the fair market value of the property
subject to the option is greater than the option's exercise price, a profit may be realized by
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(gratuitous) transfer is made where an option is granted, without consideration, to purchase an interest at a stated price at some future time."14 6
The "option value" argument, however, can be countered in at least three
ways. It can be argued that the shift in the capital accounts through which the
child obtains an increased interest in the partnership is not a purchase which
an option transaction necessarily entails. 147 The "reality" of the child's option
can be questioned under certain facts. If the parent has control of the partnership, he must sell the partnership property before the child can benefit from
the appreciation in value. If the child has the power to sell partnership assets,
however, he has a "real" option. The power to dissolve the partnership could
be viewed as the equivalent of a power to sell the assets of the partnership.
Under the Uniform Limited Partnership Act, the limited partner seems to have
the power to dissolve the partnership.1 48 Finally, restrictions on the dissolution
of the partnership and the assignability of the limited partnership interest
also could be used to argue against the existence of an option. But these restrictions may have adverse estate tax consequences to the donor.149
Inclusion of PartnershipInterests in the
Parent'sGross Estate
Where a parent makes a gift of a partnership interest to his child, the entire
value of the gifted partnership interest could be included in the parent's gross
estate at his death. 150 Both the value of the contributed property when it was
contributed, and the subsequent appreciation to which the holder of the part-

nership interest is entitled under the partnership agreement would be included. 51 When the child contributes his own property, in the absence of
unusual circumstances, the only amounts potentially includable in the parent's

exercising the option and immediately selling the property so acquired for its higher fair
market value. Irrespective of whether any such gain may be realized immediately at the time
an option is granted, the fair market value of an option to buy includes the value of the right
to benefit from any future increase in the value of the property subject to the option (relative
to the option exercise price), without risking any capital. Therefore, the fair market value of
an option is not merely the difference that may exist at a particular time between the option's
exercise price and the value of the property subject to the option, but also includes the value
of the option privilege for the remainder of the exercise period." (Emphasis added).
146. Letter Ruling 7608110100A (Aug. 11, 1976).
147. See notes 1-5 and accompanying text, supra.
148. The dissolution power is limited to the situation where a court decree is obtained.
FiA. STAT. §620.10(l)(c) (1979). The conditions for obtaining such a decree are given by FLA.
STAT. §620.71 (1979). One of the "conditions," FLA. STAT. §620.71(2) (1979), permits any part-

ner to dissolve the partnership regardless of any contrary provisions in the partnership agreement. Thus the right of a limited partner to dissolve the partnership is quite broad. However,
a limited partner who contravenes the partnership agreement and wrongfully dissolves the
partnership may be liable in damages to the other partners for his actions. FIA. STAT.
§620.745(2)(a)2 (1979).
149. See text accompanying notes 62-63 infra.
150. See, e.g., I.R.C. §§2035, 2036. The former section deals with transfers within three
years of death, the latter with transfer with retained life interests.
151.

I.R.C. §2031.
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taxable estate should be the appreciation on the parent's share of the contributed property.
Section 2036(a)(1) Inclusion
Section 2036(a)(1) generally applies when a decedent has made a transfer
and retained, for his life or for a period not ascertainable without reference to
his death, or for a period which does not in fact end before his death, either the
possession or enjoyment of or the right to income from the transferred prop52
erty.
Formation of a family partnership, with a contribution of property by the
parent would constitute the requisite transfer under section 2036(a)(1) and the
other estate tax sections. Powers granted to the parent by the partnership agreement, or by control of the underlying assets of the partnership, or any combination of these powers, could be considered a retention of the enjoyment of the
property. Therefore, the property would be included in the parent's estate.
A number of arguments can be made to refute the application of section
2036(a)(1) to the limited partnership interest of the child. A partnership, under
both the common law and the Uniform Partnership Act, is a voluntary association in which all partners generally have equal legal rights in the management
and conduct of the business.1S5 3 Each partner is accountable to the partnership
and to each other in the conduct of the affairs of the partnership and in a
fiduciary capacity. 5 4 In addition, unlike minority stockholders, a minority
partner may, notwithstanding the existence of a contractual agreement not to
dissolve a partnership, contravene the agreement and dissolve the partnership.155
Each minority partner also has a legal right to his share of partnership assets,
and to have his partners and the partnership account to him in a fiduciary
fashion. 15 61 Under the Uniform Limited Partnership Act, a limited partner has
the same rights as a general partner to inspect the partnership books and
records, demand an accounting, dissolve the partnership, and require a return
of his contribution. 57 The sum total of these rights would lessen the likelihood
that section 2036 would apply to the child's partnership interest.
In addition, in Byrum v. United States, 58 the Supreme Court indicated in
a corporate context, that the right to the income referred to in section 2036(a)(1)
is the legal right to the income, and not a de facto power. Although a de facto
power may affect the enjoyment of property, the retention of a power to affect
enjoyment must be "carved out" of the property interest conveyed in order to
trigger section 2036(a)(1). Moreover, the existence of powers exercisable in a
fiduciary capacity is not a right to affect the enjoyment of the transferred interest. Byrum should be adequate authority for the proposition that because
the parent partner has not retained a "legal" right to income in the property
152.
153.

I.R.C. §2036.
See, e.g., FLA. STAT. §§620.585, .645 (1979).

154.

Id. §620.60.

155.
156.
157.
158.

Id. §620.71(2).
Id. §§620.645, .665(4), .651.
Id. §620.10.
408 U.S. 125 (1972).
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interest transferred to the child, he has not retained the enjoyment or possession
of the property for purposes of section 2036(a)(1). 159 Although section 2036(b)
has overruled the Court's holding in Byrum, both the statute itself and the
legislative history appear to limit this legislative reversal to the corporate context.160
Section 2036(a)(2) Inclusion
Section 2036(a)(2) generally concerns the grantors' right to control the
possession of or the income derived from the transferred property, rather than
the right to retain the actual property.16' It could be argued that the parent
can affect the beneficial enjoyment of the income derived from the partnership
property because of his position as general partner. Through his management
and control of the partnership, 62 not only the partnership property, but the
stream of income produced by the property. As a result, he retains the ability
to designate the person who shall possess or enjoy the income derived from the
property.
However, as discussed previously, unlike a minority shareholder, a minority
partner is able to terminate the partnership at any time through a liquidation
of the partnership, notwithstanding a contractual obligation to the contrary in
the partnership agreement.363 A limited partner has a similar power. 64 In
addition, Byrum would appear to apply to the section 2036(a)(2) situation. 65
Therefore, if the parent reserved the right to disapprove the sale and transfer
of assets, the right to approve investments and reinvestments, and the right to
manage the assets, such control would be expected to affect the total flow of
cash to all the partners. Nevertheless, because all such powers are exercisable
under partnership law in a fiduciary capacity,6 8 the child's partnership interest
should not be includable in a parent's estate under 2036(a)(2).167

Section 2038 Inclusion
Section 2038(a)(1) states, "The value of the gross estate shall include the
value of all property... [t]o the extent of any interest therein of which the
decedent has at any time made a transfer... where the enjoyment thereof was
subject at the date of his death to any change through the exercise of a power
.by the decedent alone or by the decedent in conjunction with any other
159. Subsequent to the Court's decision in Byrum, Congress enacted §2036(b). This section
provides that "the retention of the right to vote (directly or indirectly) shares of stock of a
controlled corporation shall be considered to be a retention of the enjoyment of transferred

property."
160.

I.R.C. §2036(b); H.R. REP.No. 700, 95th Cong., 1st Sess. 76-77 (1977).

161.
162.
163.
164.
165.

I.R.C. §2036(a)(2).
See FLA. STAT. §§620.09, .10 (1979).
Id. §620.10(1)(c).
Id. See note 148 supra.
408 U.S. at 132 (§2036(a)(2) was also at issue).

166. FLA. STAT. §§620.09, .66 (1979).
167. See 408 U.S. at 143-44 (de facto control of corporation insufficient to trigger §2036
inclusion where majority shareholder was subject to fiduciary duties).
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person . . ., to alter, amend, revoke, or terminate."' 168 However, powers exercisable in a fiduciary capacity, as in a partnership, generally are not the type
of powers which cause inclusion under section 2038.169
In the typical family partnership situation, the parent partner can be considered to have transferred the property into the partnership, and subsequently
transferred an interest in that property to the child partner. This interest would
be composed of a profits interest and a right to the future appreciation in the
property, or in other words, an option to purchase the property at its FMV as
of the date of contribution. The parent, as general partner, would be able to
affect the amount of partnership profits flowing to the child partner by virtue of
the parent's control over the partnership. This argument, however, would seem
to be rebutted by the same considerations which were relevant to the discussion
of section 2036(a), a de facto power exercisable in a fiduciary capacity is not
sufficient to require inclusion in the gross estate. 7 0 To the extent that the partnership interest conveyed by the parent is the subsequent appreciation of the
property, the general partner would not be able to alter the original partnership agreement, unless it so provided. In a typical asset value freeze situation,
the agreement would conclusively determine the liquidation rights of the
parties.
If the capital shifting technique were used, the interests of the parties in the
assets would be changing constantly. The partnership agreement, however,
would specify the allocations of partnership net income, depreciation deductions, and cash flow. It would be difficult to assert that the general partner had
a power to shift the parties' interests in the capital accounts. The only tenable
argument would be that the parent, through his management decisions, could
affect the amount of the cash flow or net income subject to the allocations in
the partnership agreements. Although the terms of section 2038 appear broader
than those in section 2036, the Byrum reasoning would appear to be available
to prevent any inclusion.' 7 '
Section 2035 Inclusion
Section 2035 provides generally that the "value of the gross estate shall include the value of all property to the extent of any interest therein of which
the decedent has at any time made a transfer, by trust or otherwise, during the
3-year period ending on the date of the decedent's death.72
Property included in a decedent's gross estate under section 2035 is valued
on the estate valuation date, rather than on the date of the actual transfer.T3
Where the transferred property is converted by the donee, however, the amount
of inclusion is the value of the original property, not the value of the subsequently acquired property."14 Where the parent gratuitously conveys a partner168.
169.
170.
171.
172.
173.
174.

I.R.C. §2038.
See Old Colony Trust Co. v. United States, 423 F.2d 601 (1st Cir. 1970).
See 408 U.S. at 143-44.
Id.
I.R.C. §2035.
Reg. §20.2035-1(e).
Rev. Rul. 72-282, 1972-1 C.B. 306.
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ship interest to the child, the potential section 2035 inclusion would be the
value of the interest on the date of the parent's death. But where the parent
conveyed cash or property to the child, who then exchanged such property for
a partnership interest, the inclusion under section 2035 should be the amount
of the cash, or the FMV of the property contributed by the child. In the first
instance, the property contributed by the parent and the appreciation accruing
to the child's partnership interest would be included in the decedent's gross
estate. In the latter instance, however, the appreciation should escape the grasp
of section 2035.
There are two statutory exceptions to section 2035 inclusion. Section
2035(b)(1) provides that section 2035 shall not apply to "any bona fide sale for
75
If the
an adequate and full consideration in money or money's worth."'
parent sells the partnership interest to the child in return for cash in the
amount of the FMV of the interest at the date of sale, the partnership interest
should not be included in the decedent's gross estate under section 2035. Section 2035(b)(2) also excludes from section 2035 any gift made to a donee during
a year in which the decedent was not "required by section 6019 to file any gift
tax return for such year with respect to gifts to such donee."'17 6 If the value of
the gift does not exceed $3,000, no gift would be required, because the transfer
would qualify for the section 2503(b) annual exclusionY7 However, the section
2503(b) exclusion only applies to gifts of a "present interest."178 If the child
receives a limited partnership interest with the appurtenant option interest,
but no present income interest, the value of the option interest would not be
excluded by sections 2503(b) and 2035(b)(2). Accordingly, if the parent died
within three years of a gift of such a partnership interest, the parent's estate
would include an amount equal to the child's limited partnership interest,
valued at the date of the parent's death. 1 9
GeneralFactorsInvolved in Estate and
Gift Tax Valuation
Once the Code mandates the inclusion of a decedent's partnership interest
in his gross estate, determining the value of this interest becomes significant.
Similarly, if there is a taxable gift of a partnership interest, the value of this
gift can make the transaction favorable or not. The basic principles to be applied in valuing a closely-held business interest for both the estate and the gift
taxes are set forth in Revenue Ruling 59-60.180 Another revenue ruling states
that the factors utilized in Revenue Ruling 59-60 also apply to the valuation
of partnership interests' 8 1
While a tremendous number of factors are available to value a partnership
175. I.R.C. §2035(b)(1).

176. I.R.C. §2035(b)(2).
177. I.R.C. §2035(b).
178. Id.
179. See Maryland Nat'1 Bank v. United States, 609 F.2d 1078, 79-2 U.S.T.C. [13,222 (4th

Cir. 1979).
180. 1959-1 C.B. 237, amplified, Rev. Rul. 80-213, 1980-32 I.R.B. 7.

181. Rev. Rul. 65-192, 1965-2 C.B. 259, superseded, Rev. Rul. 68-609, 1968-2 C.B. 5270.
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interest for the transfer taxes,18 2 the basic goal is to determine what a willing
83
buyer would pay a willing seller for the interest, that is, its FMV.1
An exception to the use of FMV for fixing estate tax valuation is provided
by section 2032A. Section 2032A establishes a method of valuation based upon
actual use for "qualified real property," for example, farmlands. 84 Nevertheless, the use of section 2032A may be incompatible with either the capital
shifting or the asset value freezing techniques. Under the techniques, the value
of the parent's partnership interest will be either declining or frozen. Therefore, to attempt to further reduce the value of this interest may be unnecessary,
as where the capital shifting technique is effectively employed, or unwise, be85
cause of the extra complexity use of section 2032A would entail.
The standard approach utilized in valuing a partnership interest is to first
value the entire partnership, and then to use the individual partner's propors6
tionate interest in the business to fix the value of his interest.

According to the Service, two influential approaches in valuing a partnership are an asset valuation and a capitalization of earnings.8 7 For an investment partnership, a valuation of the underlying assets is likely to be made. s 8
On the other hand, for a service-oriented partnership, a capitalization of earnings is likely to be made.' 89 An addition to value may be made for intangible
assets, primarily goodwill."90 If no better basis is available, a formula approach
is used to value the intangibles." 91
Assuming the asset valuation approach alone is to be used, the critical factor
should be "the right to share in the net partnership assets."' 192 It logically could
be argued that the liquidation rights of the partners should be the equivalent
of this right. In that case, the use of a set liquidation value in the initial partnership agreement could be critical. If the valuation of the partnership is to be
determined solely through the use of capitalization of partnership earnings, a
reduction in partnership net income should be made to reflect reasonable compensation for services rendered to the partnership by the partners."g3 Overall,
the valuation of a partnership interest for either the estate or the gift taxes is a
182. Rev. Rul. 59-60, 1959-1 C.B. 237 §4.
183. Reg. §§20.2031-3, 25.2512-1.
184.

I.R.C. §2032A. See generally R. STEPHENS, G. MAXFIELD & S. LIND, FEDERAL ESTATE
g4.04 (4th ed. 1978).

AND GIFT TAXATION

185. But cf. Rein & Hyslop, Use of Partnerships in Farm Estate Planning, 15 GoNz. L.
701, 720-21 (1980) (section 2032A may result in substantial tax savings for farm estates).
186. See, e.g., Estate of Harry Forman, 37 T.C.M. (CCH) 1851-94 (1978).
187. Rev. Rul. 59-60, 1959-1 C.B. 237, §5. See D. HERWITZ, BUSINESS PLANNING 26 (1966).
The capitalization method multiplies prospective earnings of a business by the inverse of a
capitalization rate. For example, a 1% rate would yield a multiple of 10. This capitalization
rate is the rate of return forecast for the business which, in turn, is dependent on the risks
involved. Reed v. Robilio, 273 F. Supp. 954, 964 (W.D. Tenn. 1967).
188. Rev. Rul. 59-60, 1959-1 C.B. 237, §4.
189. Id.
190. Estate of Robert R. Gannon, 21 T.C. 1073, 1081-83 (1954); Rev. Rul. 68-609, 1968-2
C.B. 327.
191. Rev. Rul. 68-609, 1968-2 C.B. 327.
192. Rev. Rul. 68-154, 1968-1 C.B. 395 (estate tax valuation).
193. Lloyd B. Sanderson Estate v. Commissioner, 42 F.2d 1960 (2d Cir. 1930).
REV.
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question of fact and no one valuation approach will be controlling. 1 4 However an approach which draws upon the basic concept for valuing interests for
the transfer taxes - fair market value - should be upheld.
Valuation of PartnershipInterests:Gift Tax Considerations

Utilizing the techniques previously outlined for the family partnership
format, it is the limited partnership interest received by the child which is being
valued for the gift tax. Because the partnership interests of the parent and
child, if valued separately, might not add up to the total value of the partnership, the limited partnership interest should be valued in isolation, rather than
subtracting the general partnership interest from the total value of the partnership. 195 In addition, because the limited partner's proportionate interest in
capital and in profits will be different under the family partnership techniques,
taking a percentage of the total value of the partnership also might be inaccurate. Accordingly, use of either an asset valuation or a capitalization of
earnings would be inappropriate.
To determine what a willing buyer would pay a willing seller for the interest at the time the gift was made, the following valuation method seems to be
appropriate as none of the foregoing approaches directly address the unique
characteristics of a limited partnership interest. Under the Uniform Limited
Partnership Act, a limited partnership only has the right to require a return of
his contribution to the partnership on dissolution or liquidation. 196 In utilizing
either the capital shifting or the asset value freezing techniques, the limited
partner also is restricted at the time the partnership is formed to a recovery of
his capital contribution upon liquidation or dissolution.'97 Therefore, any
possible gift of a capital interest would be limited to this amount. As a result,
a valuation of the partner's proportionate share of the underlying assets would
not be realistic. Instead, the hypothetical "willing" buyer would be concerned
with the limited partner's share of the cash flow of the partnership. In fact, the
case law which has found a taxable gift on the formation of a family partnership has ignored any possible gift of a capital interest, and focused upon a gift
of the right to earnings. 98 However, this right to earnings may be valueless,
because of its speculative nature. The most reasonable approach to valuing
such an interest would be a capitalization of the limited partner's share of the
cash flow after discounting this amount by a risk factor.199
Assuming that some value would then be set, an overall discount for the
value of the limited partnership interest would seem to be both permissible and
logical. For estate tax valuation, the Tax Court has held that "a minority dis194. Goodall v. Commissioner, 391 F.2d 775, 786, 68-1 U.S.T.C. ff9245 (8th Cir. 1968).

195. The existence of discounts to or option values in the limited partnership may alter
valuation of individual interests, but not of the entire partnership. A. ARmsmRoNo, THE
FREZE 15-16 (1980). See notes 150-157 and accompanying text, infra.
196. See, e.g., FLA. STAT. §§620.10(2), .16 (1979).

PARTNERSHIP

197. See text accompanying notes 42, 126-27 supra.
198.
199.

See, e.g., William H. Gross, 7 T.C. 837 (1946).
See D. HErwrrz, supranote 187, at 4.
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count is appropriate in valuing a limited partnership interest in a real estate
200
holding company."
Accordingly, because of the nature of the child's limited partnership interest with little cash flow to be capitalized and its minority status, there is likely
to be either a small taxable gift or no gift at all.
Valuation of PartnershipInterests:
Estate Tax Considerations
Section 2033 requires inclusion of the value of a parent's interest in a family
partnership in the parent's gross estate. 20 1 The parent's capital interest, represented by his fixed liquidation rights under both the asset value freezing and
the capital shifting techniques, should be highly influential for estate valuation
20 2
purposes.
In fact, in any investment partnership a partner's capital interest is likely to
be the single most important valuation factor. The significance of earnings in
valuing a general partner's interest is doubtful because of the contradictory
interests in earnings which may be held. For example, under the asset value
freezing technique, the general partner receives a large portion of partnership
20 3
Under the
net income, but he only has a limited right to the actual cash flow.
capital shifting technique, the general partner's interest in net income is very
low, but his cash flow share is quite high. These variables make identification
of a partner's percentage interest in the partnership on the basis of earnings
20 4
difficult to calculate.
In Estate of Harry Forman,20 5 an estate valuation case, the Tax Court indicated its preference for the capital interest valuation approach. The decedent
in Forman owned interests in three partnerships, each of which owned real
estate as its principal underlying asset. The court determined the FMV of those
assets and then determined the amount of the inclusion according to the partnership percentages owned by the decedent. 20 6 A capitalization of earnings was
considered, but only as a check upon the asset valuation approach. As might be
expected for a real estate partnership, no contention was made concerning the
existence of goodwill.
The use of a fixed value alone, however, such as the capital account balance
may not always be an adequate basis for evaluation.207 Rather than relying on
the capital accounts to be determinative of estate tax valuation, a more secure
approach would be the utilization in the original partnership agreements of a
200. Estate of Bruno Bischoff, 69 T.C. 32, 49 (1977).
201. I.R.C. §2033. See United States v. Land, 303 F.2d 170, 171-72, 62-1 U.S.T.C. 12,078
(5th Cir. 1962).
202. Estate of Arthur J. Brandt, 8 T.C.M. (CCH) 820, 828 (1949) (value of partnership
interest is partner's proportionate interest in partnership capital).
203. See text accompanying note 126 supra.
204. See text accompanying note 41 supra.
205. 37 T.C.M. (CCH) 1851-94 (1978).
206. Id. at 1851-98. "[I1n order to accurately value the respective partnership interest the
underlying partnership property itself must be valued." Id.
207. Letter Ruling 5704015120A (Apr. 1, 1957).
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buy-sell agreement. Use of capital accounts to set the sales price under a buysell agreement has received judicial approval.208 To successfully use a buy-sell
agreement to set the value of a partnership interest, the requirements provided
in regulation section 20.2031-2(h) must be satisfied.209 Basically, the agreement
must: (1) restrict lifetime dispositions; (2) oblige the estate to sell; (3) prescribe a valuation method; and (4) must be entered into for bona fide business
reasons. 210 In the past, the fourth requirement has presented the most problems
in the context of a family partnership.11 There must be a bona fide business
purpose for the agreement, and it cannot be a substitute for a testamentary
212
disposition to the natural objects of the decedent's bounty.
In Estate of Bruno Bischoif,212 the Tax Court held that if the selling price
of the partnership interest approximated the FMV of the interest at the time
the buy-sell agreement was executed, the agreement would not be considered as
a substitute for a testamentary disposition.21 4 The Court also found that the
maintenance of family ownership and control were legitimate business con15
siderations.2
To fund the buy-sell agreement, the use of insurance payable upon the
death of the general partner to the limited partner may be advisable. 213 Such
an arrangement would be critical if the parent died in the initial years of the
partnership as the value of his interest, presumably linked to his capital account balance, under either the asset value freezing of capital shifting technique, would still be quite high.
An additional means of setting a value for the partnership interest is provided by section 736.217 If a liquidation of the deceased partner's interest were
considered to be advantageous, the appropriate provisions could be included in
the partnership agreement pursuant to section 736. For example, if it were unlikely that the surviving partner would possess sufficient funds to consummate a
buy-sell agreement or if obtaining the partnership deductions provided by
section 736(a) 218 were deemed desirable, a liquidation should be utilized. According to the regulations under section 736: "Generally, the valuation placed
by the partners upon a partner's interest in partnership property in an arm's
length agreement will be regarded as correct."2 19
208. Estate of Nicolo Fiorito, 33 T.C. 440, 447 (1959). See generally Gorman, The Buy-Sell
Agreement as a DispositionaryDevice: Tax and Valuation Problems in Transferring Corporate,
Partnershipand Real Estate Interests at Death, N.Y.U. 34TH INsT.FED. TAX. 1591 (1976).
209. Reg. §20.2031-2(h).
210. R. STEPrHms, G. MAX=ID & S. Ln'w, supranote 184, at ff4.02[][g].
211. 2 W. McKEE, W. NErSON & R. WHIMME, supra note 4, at 112.02[1]Ea].
212. Reg. §20.2031-2(h).
213. 69 T.C. 52 (1977).
214. Id. at 41 n.9.

215. Id. at 39-40.
216. See, e.g., Estate of Lionel Weil, 22 T.C. 1267 (1954). See generally Horwitz, Life
Insurance as a Planning Tool: Use of Insurance to Fund PartnershipBuy-Sell Agreement,
N.Y.U. 3m INsr. FED. TAx. 867 (1975).

217. I.R.C. §736.
218. Reg. §1.736-1(a)(4).
219. Reg. §1.736-1(b)(1).
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CONCLUSION

As illustrated by the uncertainties surrounding valuation and estate tax
inclusion, the use of a family partnership for estate planning purposes can be
quite problematic. While not for the faint of heart, the capital shifting technique can have a favorable effect for both estate and income tax purposes. The
less adventuresome asset value freezing technique can also provide estate tax
savings. Unfortunately, as with much of partnership tax law, there are few
precedents to follow, 220 leaving the brave practitioner to chart his own course.

Nevertheless, the small volume of partnership litigation indicates that the fear
and loathing experienced by many practitioners when considering the use of a
partnership may be shared by the Internal Revenue Service.
220.

See Cooper, supranote 2, at 182.
APPENDIX A
CAPITAL SHIFTING TECHNIQUE
15 Year Analysis (In 1,000's)

A. PERCENTAGE OF
CONTRIBUTED CAPITAL
B. ALLOCATION OF PARTNERSHIP INCOME

PARENT

CHILD

GENERAL
PARTNERSHIP
INTEREST

LIMITED
PARTNERSHIP
INTEREST

98.4%

1.6%

1%

99%

600

10

C. CUMULATIVE EFFECT ON PARTNERSHIP
CAPITAL ACCOUNTS
Beginning, Capital Account
Depreciation Allocation:
Annual Depreciation
Number of Years

$ 20
x 15
800

(300)

Net Income:
Unadjusted Net Income
Adjustment for
Depreciation Allocation

$ 32
15

47
x 15
705
Cash Flow:
Child's Cash Flow:
Child's Distributive
Share
Child's Effective
Tax Rate

698

$698
x 25%
$174
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PARENT

CHILD

GENERAL
PARTNERSHIP
INTEREST

LIMITED
PARTNERSHIP
INTEREST

Parent's Cash Flow:
Net Cash Flow

(S22 x 15 yrs.)

$330

Child's Share
Remainder
Child's Contribution
Ending Capital Accounts

(174)
$156

Relative Percentage Capital
Accounts

(156)
(10)
(141)

534

20.8%

79.2%

D. CUMULATIVE EFFECT ON TAXABLE INCOME

($293)

$698

E. CASH FLOW

$166

$174

$141,000

$2,869,000

$2,850,000

$2,850,000

F. APPROXIMATE VALUE OF PARTNERSHIP
INTEREST AFTER 15 YEARS
Balance in Capital Accounts:
G. TOTAL NET FMV OF PARTNERSHIP
AFTER 15 YEARS
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APPENDIX B
ASSET VALUE FREEZE TECHNIQUE
[5 Year Analysis (In 1,000's)
CHILD

PARENT
GENERAL
PARTNERSHIP
INTEREST

LIMITED
PARTNERSHIP
INTEREST CLASS "A"

LIMITED
INTEREST CLASS "B"

A. PERCENTAGE OF
CONTRIBUTED CAPITAL

2%

96%

2%

B. PARTNERSHIP BASIS
Beginning Basis in
Partnership Interest

$10

$490

$10

6

818

6

Net Income
Net Cash Flow
Plus: Principal
Amortization
Less:
Depreciation
§707(c)

$ 22
50
(20)
(10)
x 15
850

Cash Flow
Net Cash Flow
§707(c) payment

22
(10)
$ 12
x 15
(180)

180
Ending Basis

$628

$16

$318
150

$ 6

$6

$468

$6

-

$180
150

-

$16

C. CUMULATIVE EFFECT ON TAXABLE INCOME
$ 6
§702 Distributive Share
§702(c) Guaranteed Pmt.

D. CASH FLOW
§731 Distribution
§707(c) Guaranteed Pmt.

-

0
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